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Advanced Radio
Telecom Corp.
Moving Up The Value Chain,
New Network Initiative Announced

Reason for Report: Company lipdate. 4Q98 Results
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Options: None
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Bro>.ers Covering (fIrst Call): 4

r:L Industry Weightings & Ratings"

Investment Highlights:
• ART announced a new strategic initiative that

that calls for the deployment of a new data
network in the top 100 US markets with an
initial two markets scheduled for commercial
service by end of 2Q98. Service will be
supplied via a combination of its 38 GHz
wireless local broadband licenses as well as
leased local & long haul fiber "backbone".

• Strategy shift repositions ART from just a
wholesale supplier of local broadband
capacity to that of a data network company
focused on end-user sales.

• ART is also actively pursuing a strategic
relationship that will likely provide capital,
brand name, access to a data-intensive
customer base as well as a direct sales force.

Company reported 4Q97 results that were
below our previously published estimates.
Sqt'l revenues were flat at $190,000 vs. 3Q (vs.
our $300,000 forecast) as the installation of
new senior management prompted a major
corporate restructuring effort and a halt in
wholesale service rollout activities.

No change in our $16 private market value
estimate for now as we await details on the
new data network initiative.
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.4dmnced Radio Telecom Announces l\'ew Strategic
Initiative To Become The First Publicly Held Data
CLEC:

After the market close on March 4. Advanced Radio
Telecom (ART) announced an important new strategic
inillallve that repositions the company from a wholesale
supplIer of local broadband capacity to that of a data
network company (i.e., a data CLEC), focused on direct
end-user sales. Although many of the financial details
have vet to be made public. we think that ART's newly
installed senior management team led by CEO Henry
"Harrv" Hirsch and COO William Maxwell is off to a
good ~tart in its drive to enhance shareholder value.

New network initiative announced:

ART has announced its intention to begin deployment of
wireless broadband metropolitan-area data networks in the
top 100 CS markets. Service will be provided via a
combmation of its own 38 GHz local radio licenses (to
provide high bandwidth connectivity to end-user locations)
as well as leased fiber "backbone" facilities, both for inter­
connectin£ local radio hub/data switch sites and long haul
capacity i;terconnecting the local city networks. Antici­
pated services that will be offered to business customers
include: HIgh speed internet access (lAP) and services
l1SP). private data networks (both on a local and national
ba~is I. VIdeo conferencing and over time. IP telephony and
fax ~ef\ices. Sales will likely be accomplished via various
channels. including direct and indirect (i.e., sales via other
firm". reciprocal resale agreements with other telecom
sef\ ice companIes and strategic relationships.

Network rollout plans:

:-'lanagement plans to have two local networks deployed
b\ the end of 2Q98 - Seattle and Washington, DC. These
~arkets will sef\'e as "prototypes" to prove the concept ­
both in terms of economics and customer demand (but not
the technolo!:!\ which is all commercially available today).
Over time. a~-ART expands its city roll;ut. the individual
city networks will be interconnected via leased long haul
facIlllies to form a high speed national data network.

Looking for a strategic
relationship?:

In addition to rolling out its new network, the company
according to a press release is also actively pursuing
strategic relationships. Management stated the criteria for
choosing a

~Merrill Lynch

relationship could include: capital. access to a national
brand, access to a large data-intensive customer base as well
as a direct sales force. Possible relationships include all the
usual telecom suspects such as CLECs. large long distance
companies, new long distance companies building national
networks as well as internet service providers, RBOCs and
technology companies (i.e.. computer equipment, software
and/or networking companies).

Impacts of new network initiative

• Impact on value?:

Unknown for now as the company is not yet ready to
discuss the key numbers - i.e .. network economics.
addressable market, sales force deployment etc. We
understand that more details regarding the economics of
this new strategic initiative will be forthcoming within the
next few weeks. As a result, we are leaving our $16
private market value estimate unchanged for now. Our
valuation methodology is based on our 10 year discounted
cash flow (DCF) model, a 16o/c discount rate and an 8.0
multiple on terminal year EBITDA.

• Strategic impact:

We think this strategic shift is a good move for the new
management team at ART as it repositions the company's
focus from the wholesale market to one focused on the sale
of services to end-users. As a result. ART will be the only
pure-play publicly traded data CLEC in the industry today.
In fact, ART's new data strategy - which leverages its
ownership of local broadband capacity via its 38 GHz
licenses - allows it to quickly leap frog many other firms
looking to provide similar national data services but
lacking local broadband capacity.

4097 results:

As expected, 4Q97 results showed virtually no
improvement vs. 3Q with sequential service revenues
actually flat at $190,000 vs. our last published estimate of
$300,000. The installation of CEO Hirsch and his new
senior management team a few months ago prompted a
complete reappraisal of the company's strategy as well as a
"top to bottom" corporate restructuring with a related halt
in the company's wholesale service rollout activities.
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Western us CLEC + LD Network
Interconnecting Cities

Reason for Report: Initial Opinion

ACCUl\IULATE
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ACCUMULATE
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Investment Highlights:
• Initiating coverage of Electric Lightwave Inc.

(ELI) with an accumulate opinion (D-2-2-9).

• 12-18 month price objective is $18 based on our 10
year DCF model, a 15% discount rate, and a 10.0x
multiple on terminal year EBITDA.

Fundamental Highlights:
• By year-end '98, ELI will have local CLEC

facilities built in 14 MSAs in the Western US. We
est. that the mkt. addressable by ELI's local
facilities will grow from $9.3B in '98 to $18.7
billion b:y '07, with ELI's share growing to 7.9% in
'07 or just 1.2% of the total US market local mkt.

• ELI is connecting its markets with a 2,700 mile
leased/owned long haul network to be completed
b)' year end '98. B)' '07, we est. 28% of ELI's rev.
will come from switched and dedicated LD sales.

• '98 revs. est. at $110MM, growing by 79% to
$197MM in '99, reaching $2.0B in '07. We forecast
EBITDA breakeven in 2H'OO. B)' '07 we forecast
EBITDA margins will reach 30.5 % with a
70%/15%/15% blend of on-net, UNE & TSR
local services.

• Partnerships with utilities companies provide
capital expenditure sa\'ings and extend ELI's local
& long haul network reach.
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Merrill Lynch estimates:

Chart 2: 1998E and 2007E Revenue Mix
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Chart 1: ELI Network
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3 Key Value Drivers At ELI
Value Driver #1. Attractive macro environment­
expanded addressable market:

Regulatory and legislative changes on both the Federal and
state levels have greatly expanded the nationwide market
potential1y addressable by new local competitors from $5
billion to $100 billion.

Value Driver #2. Strong top line growth forecast with
a 10-year CAGR of38%, driven by the sale ofbundled
services to small & medium-sized business customers:
We estimate that Ell will have revenues of $110.0 mil1ion
for '98, growing by 79% to $196.5 mil1ion by '99, 68l7c to
$329.9 million by '00, and reaching $2.0 bil1ion in '07,
with a 10 year CAGR of 38o/c. We forecast Ell's '98
EBITDA losses to be $50.7 million, with EBITDA
breakeven occurring in 2H'00. We expect EBITDA to
reach $621.9 million or 30.5% of revenues by '07. Our
forecast assumes that ELI wil1 use a mix of on-net. total
service resale (TSR), and unbundled network elements
(UNE) services in order to reach its customers. We
estimate that ELI's traffic mix will shift from 81 7C on-net
traffic in '98 down to 69% by '07 as the company moves
from a predominately on-net strategy to more resale.

We are initiating coverage on Electric Lightwave Inc.
I ELI I with an intermediate and long term accumulate
opinion (0·2·2-9). Our 12-18 month price objective is
$18 or 31 lfc upside from current prices. In our opinion,
ELI is well positioned to compete in the highly lucrative
local. LD voice and data markets in the western US
through the use of its extensive local and long haul
networks. comprehensive product set and strong sales
force.

Company Description
ELI is a facilities-based competitive local exchange carrier
(CLEC) providing local, LD voice and data services in six
major market clusters or MSAs (metropolitan statistical
areas) in the western United States: Portland, OR; Seattle,
WA: Salt Lake City. UT: Sacramento, CA; Phoenix, AZ,
and Las Vegas, NV. Prior to the 1l/97 initial public
offering. ELI was a subsidiary of Citizens Utilities
Company. and Citizens has maintained an 85o/c ownership
in the company.

The Portland. OR based company's network includes 5
Norte! DMS 500 local/LD combination switches (one in
each \-1SA). 1.007 miles of local fiber providing
connectivity to 540 buildings. and 2,700 miles of long haul
fiber connecting ELI's MSAs. The key to ELI's network
strategy is the connection of its local markets via a
ownedfleased long haul network providing the opportunity
for higher margins. quality control and pricing potential for
both local and LD services within the western US.

ELI's local expansion plans call for constructing local
networks in 8 additional MSAs in the western US during
'98 including: Boise. lD; Spokane. WA; Tacoma, W A;
Olympia. WA: Eugene. OR; Salem. OR; Los Angeles, CA;
and San FranCISco. CA. bringing the total number of
MSAs served to 14. We estimate that ELI's current MSAs
pro\1de the ability to address $4.3 billion in local and data
revenues in '97. an opportunity that will grow to $9.3
billion
I with the 8 additional markets and an assumed 5o/c annual
growth rate for the base 6 MSAs) in '98. $11.5 billion in
'99. reachmg S18. 7 billion in '07.

ELI is also moving quickly to connect its cities through
both owned and leased long haul facilities. As shown in
Chart I below. the company currently has long haul
facilities in place connecting Phoenix to Las Vegas and
Portland to Seattle. with connections running between
Portland and Spokane, Salem. and Eugene expected to be
in service by 2Q98. ELI's largest long haul route will be
Portland to LA (via Boise, Salt Lake City, and Las Vegas)
which should be in service by year-end '98.

ELI has cost effectively constructed its networks utilizing
partnerships and joint builds. Through partnerships with
utility companies, ELI has rights to 725 miles of local and
long haul fiber. In addition, ELI has purchased 24 fiber
optic strands of the Williams Company long haul network
for its Portland to LA connection which should be
available by year-end '98.
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Ke~ assumptions underlying our forecast are as follows:

Local Services:

1. Industr~ context - $100 billion local market growing
4.0-4.5'7< per annum through '07.

2, Geographic co\'erage - At year-end '97, ELI offered
sef\ice 10 bUSiness customers in 6 MSAs constituting a
local voice and data market addressable by existing
facilities of $....3 billion in '97. We estimate that expansion
into 8 additional MSAs and continuing development of
eXIsting network infrastructure will enable ELI to target
a 593 billion addressable market in '98, $11.5 billion in
'99. reaching S18.7 billion in '07.

3. Local and data market share-We estimate that ELI
wilJ penetrate approximately O.89c or $80.3 million of its
addressable combined local and data market in '98,
gr0\\ Ing to 1.:2'7( in '99 or $138.3 million, 1.8% in '00 or
5:26-U) nullion. reaching 7.99c or $1.5 billion by '07.
These penetration rates are in line with our previous CLEC
work which assumes that in addition to ELI. there will be
two other local and data facilities-based and four
l';,\E,TSR based competitors to the lLEC (incumbent local
e\change carrier) in each market area. and in aggregate
the"", new competitors will take a combined 28% local and
data market share from the ILEC.

4. LD market share - Our estimates assume that ELI
\\IlJ penetratt' approximately 0.4lfc or $29.7 million of the
S·C bIllion addressable LD market within its MSAs in
'% grm\lng to 5561. J million in '07 or 5.0lfc of ELI's
Sb.4 billion addressable LD market in '07.

Table: I belm\ outlines our key financial assumptions
for ELI.

Electric LIghtwave, inc. - 6 Februar~ 1998

Strategic Assets - Takeover value of$18 per share:

Given the strategic value of ELI's network infrastructure.
its in-place bundled service sales force and its customer
base, one cannot rule out a possible bid for the company. If
a transaction for ELI were to occur, we estimate that a
buyer could offer $18 per share based on our 10 year DCF
model. We think a potential buyer would be attracted by
the significant time to market advantage of buying in-place
local infrastructure, a customer base as well as "know
how' that resides in-house, Potential buyers include large
LD companies such as WorldComIMCI, Sprint, AT&T as
well as other large CLECs such as Intermedia, ICG, or
NEXTLINK looking to quickly expand into new markets
as well as augment the footprint of existing networks.

Attractive valuation

Our private market value for ELI is $18. or 319C upside.
Our private market value estimate is based on our 10 year
DCF (discounted cash flow) model. Key assumptions in
our analysis (see table 2 below) include a 15% discount
rate, a lOx multiple on terminal year EBITDA, a 7.3%
perpetual groy.th rate of unlevered free cash flow, and a
109C "haircut'· to private market value for majority stock
ownership by Citizens Utilities. Our analytical approach
on ELI is consistent with that employed in our earlier work
on other CLECs, including 3 CLECs that have been taken
over: Brooks and MFS by WorldCom and the pending
acquisition of Teleport by AT&T. We use similar
assumptions regarding terminal-year EBITDA multiples
and local market penetration rates and free cash flow
perpetual groy,.th rates.

Table 2: ELI Valuation Summary

Table 1: Key Financial Assumptions

1998 2000 2003 2007
A.8~'cSSa2;€ Ma",e~ Share

:"OC2 0.86', 1.79% 4.68% 7.91~o

l-.cr.; Distance 0.4'·, 0.7% 2.3% 5.0%
Eo -Ji< ~.1a:g,r ,37.0', -40% 14.8% 30.5%
Ca;:::<. ~xpend!:ure5 1300 2000 175.0 1750
~reE- C2S h Flm".' (162.8) (3406) (286.6) 125.4

$8"':E r~~e;, ... ~'ner"l eSllma!eS

\ alue Dril'er #3. Strategic partnerships help
to quickly boost neffi'ork reach:

As discussed above. ELI's strategic relationships with
electric utility companies in Ponland and Salt Lake City
hen t' prmen to be extremely beneficial by providing
Immt'dlate access to local network facilities, buildings. and
Customers. We estimate that ELI has saved approximately
S~O million in capital expenditures through these
pannerships for the use of 725 miles of long haul fiber.
assummg an estimated construction cost of $70.000 per
f,ber nule for aerial construcLJon.

Discount Rate

Terminal Multiple

Implied Perpetual Growth of Unlevered Free Cash Flow

.PVof Unlevered Free Cash Flow

.PV of Terminal Value

=Enterpnse Value

xMajority Stockholder Discount

=Enterprise Value Less DiscOUn1

• Net Debt

=Private Market Value, Equity

Fully Diluted Shares Outstanding

=Per Share Private Market Value

Source Merrill Lyncll estimates

Year End 1998E

15.0%

10.0

7.3%

($237)

$1,768

$1,531

90%

$1,3n9

$452

$926

52.7

$17.56
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Table 3: Electric Lightwave Detailed Financial Forecast

1997E 1998E 1999E 2000E 2OO1E 2OO2E 2003E 2004E 2OO5E 2006E 2oo7E

Revenue
Local SWllched 90 19.8 436 871 156.8 2509 376.4 5269 674.4 7756 8376
Long Distance Swrtched 9.0 15.4 262 432 69.1 107.1 160.7 225.0 292.5 3510 4211
Data 8.7 176 35.2 66.9 107.0 155,2 201,7 256.2 3202 3939 4333
Networ\( Access
Local 264 429 59.5 836 103,5 124,2 142.8 1607 1784 196.2 2099
Long Haul 6.6 143 320 49,1 69.0 82,8 95,2 1071 1189 1308 1400
Total Network Access 33.0 57,2 915 132,7 172,5 207,0 2381 267,8 2973 3270 3499
Totai Revenue 59.7 110.0 1965 329,9 5055 720,2 9768 1,275.9 1,584.4 1.8474 2,0420
Expense
Network Costs (COGS) 281 517 78,6 115,5 161.7 216,1 2703 325,7 373.2 401,4 4093
OperalionslEnQlneenng 137 31,9 491 79,2 121,3 172.9 234,4 3062 3803 4434 4901
Sales &Marketing 14.3 28,6 45,2 69,3 103.6 1440 1905 2488 3090 3603 398.2
Admin General 197 385 550 69.3 85,9 108.0 1270 127.6 1188 1108 1225
Lease Payment 60 100 100 10.0 10.0 10,0 10,0
Dep &Amort 11.2 274 46.7 661 85,8 1065 1205 1345 148,5 1625 1765
intereSl exp, net 07 14 1 69,3 117,3 162,3 2066 246.2 2828 3062 311,6 311.6
Net Profit (Loss) (340) (922) (157.5) (196.7) (225,2) (2438) (222,1) (1497) (51.5) 575 133,9
EPS $ (066) $(175) $ (2.93) $ (3,58) $ (4.02) $ (4.27) $ (3.81) $ (2,52) $ (0,85) $0.93 $ 212
Shares OiS 517 527 538 54,9 560 57.1 582 59.4 606 61.8 63.0
EBITDA (221) (50.7) (414) (13.3) 229 69.2 1446 2675 403,2 531.6 621.9
Cap Exp 130,0 270.0 250,0 200.0 2000 1750 1750 175.0 175,0 1750 1750
Free Cash Flow (162.8) (349.8) (370,7) (340.6) (349.4) (3223) (286.6) (200,2) (87,9) 350 1254
Net Debt 131 452 743 956 1,134 1,239 1,270 1.177 949 592 146

Marams
NetworK ExoenSE 410% 47.0% 40.0% 350% 32.0% 30,0% 27.7% 25,5% 23.5% 21.7% 20,0%
Operat/onSiEnglooenng 23.0% 29,0% 25.0% 24,0% 24,0% 24,0% 24.0% 24,0% 24.0"10 24.0% 240%
Sales & Markehng 24,0% 25,0% 23.0% 21,0% 20.5% 20,0% 19,5% 195% 19,5% 19.5% 19590
Admin General 33,0% 35,0% 28,0% 21.0% 17,0% 150% 13.0% 10,0% 7,5% 5,0"'0 5.0%
Lease Payment 100% 91% 5.1% 3,0% 2,0% 1.4% 1,0% 0.0% 0,0% O,Oqo 00%
Dep & Amort 18.8% 24.9% 23.8% 200% 110% 14,8% 12,3% 10,5% 9,4% 8,8qo 8.5%
Interest expo net 12% 128% 35.3% 35,5% 321% 28,7% 25,2% 222% 19,3% 15.9% 15,3%
Pretax Prol,ltIOSS! NM NM NM NM NM NM NM NM NM 3,1% 5.5%
Ne! proM ILoss! NM NM NM NM NM NM NM NM NM 3,1% 5.5%

EB/TDA Co NM NM NM NM NM NM NM NM 25.490 28.8°'0 305%
'{YChanqe
Loca! F?evenues 120.0% 1200% 100.0% 800% 50.0% 500% 400% 2.08% 15090 8.0%
Long Distance Revenues 71.1% 700% 55,0% 500% 55,0% 5,00% 40.0% 30,090 20,090 20.00,;,
Data Revenues 102.3% 100,0% 90,0% 50,0% 45,0% 30,0% 27,0% 25,09• 23.0% 10.090
Local Network Access 625% 38,7% 40.5% 23.8% 200% 15,0% 13,0% 11,0% 10.0% 10%
Long Haul Network 115.7% 124,0% 53.3% 40,5% 20,0% 15.0% 12,5% 11.0% 100% 10%
Total Network Access 73,3% 50.0% 45,0% 30.0% 20.0% 15.0% 12,5% 11.0% 10.0% 10%
Tota: F?evenue 84,3% 78.5% 57.9% 53.2% 42,5% 35,5% 30.5% 24,2% 15.6% 10.5%
Network Costs (COGS) 84.3% 520% 45,9% 401% 33,6% 25.1% 20.5% 14,5% 7.6% 2.0%
Ope,allonsEngmeenng 132.3% 54.0% 61.2% 53.2% 42,5% 35,6% 30.6% 24,2% 15,6% 10.590
Sales & MarKehng 996% 580% 53.3% 49,5% 39.0% 32,2% 30,6% 242% 15,590 10,5%
Aomm General 95.4% 42,9% 25,9% 24.0% 25.7% 17.5% 0.5% -6.9% -6,70,;' 10,50,.
Dep &Amort. 1441% 70,6% 41,4% 29.8% 24.1% 131.% 11,6% 10.4% 94% 8.59

"
Interest exp, nel 1872,0% 391.5% 69,3% 38.4% 27.3% 19,2% 14,9% 8,3% 1.8% 00%
Net Prolit (Loss,l NM NM NM NM NM NM NM NM NM 132.8%
EP5 NM NM NM NM NM NM NM NM 128,2%
S,'Jares 0/5 2.0% 2,0% 2,0% 2,0% 2,0% 2.0% 2,0% 2.0% 2,0% 2.0%
EBITDA NM NM NM NM 202.9% 1089% 850% 50,7% 31,8% 17.0%
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Reason for Report: Initial Opinion Long Term
BUY

Price: $181/2

Estimates (Dec) 1997A 1998E 1999E

EPS dS4.65 d$3.61 d$2.96
PIE l\~1 NM NM
EPS Change (YoY, NM !'o'M

Cash Flo" 'Share dS3,77 dS266 dS1.91
Pnce/Cash Flo" ]\;~1 NM NM

DI\Jdend Rate Nil Nil Nil
DI\ldend Yield Nil Nil Nil

Investment Highlights:
• We are initiating coverage of e.spire (formerly

American Comm. Sen-ices) with an interm. term
Accumulate & long term Buy opinion.

• 12·18 mo. price objective is $28 or 51 % upside
based on the midpoint of our year-end '98 & '9910
year DCF models, a 15% discount rate, and a 9.5x
mult. on terminal year EBITDA.

--1 ne \ It'\\ • C\ Ne"tC ;,re thl"e of Ihe macro depanmem and do not
nel.:c'~:-'J'l;\ ,~'l'Jrh:J(h: \~ lIn In(l~e of [he- Fundamenlal analyst.

h'r rU:1 i;]\ l>lmc-nI opmJOn dt'1inJtion~ see fOOlnotes.

Stock Data

Opinion & Financial Data

ML Industry Weightings & Ratings"

Fundamental Highlights:
• Our forecast assumes that e.spire will have fiber

rings built in 36 MSAs in the southern half of the
US by year-end '98. We estimate that the size of
the local market resident in MSAs where e.spire
has local facilities will grow from $12.8Bn in '98 to
$40.6Bn by '08, with e.spire's share growing to
6.8 % in '08 or just 1.7% of the total US local
market.

• '98 revs. estimated at $156MM, doubling in '99 to
$325I\1M, reaching $3.2Bn in '08. B~' '08, we
forecast EBITDA margins will reach 23.8% with
a 17%/64%/19% blend of on·net, UNE & TSR
local seMices.

• New management team •• led by CEO Jack Reich·
• installed within the past 15 mos. and should help
to accelerate e.spire's bundled service rollout
efforts.

(07-Mar-95 )
(07-Mar-95)
(07-Mar-95)
(I6-Jan-96)

(24-Dec-96)

Overweight
Underweight
Overweight
Overweight

Above Average

Strateg': \\eighting ReI. to Mkt.:
income'
Gro"th'

Income 6.: Growth
Capnal Appreclauon:

'Iarl-et -\na/l.,i;: Technical Rating:

In\estmenlOpinion D-2-1-9
Mkl \alue Shue, Outstanding (mn I: $697/37.7

Book \'alue'Share (Mar-98I -$2,74
PnceiBook Ratio N~1

LT Llab;III\ <:( of Capnal: 77CK
b; "Year EPS Gro",h' ml

52-Week Range $19718 - S4 7/8
51 mhol i Exchange ESPi/OTC

Options: None

Stock Performance
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e,sp:re Communications. Inc. - 12 May 1998

We are initiating coverage on e.spire Communications
with an intermediate term Accumulate and long term
Buy opinion. Our 12-18 month price objective is $28
or 51 C'c upside from current prices.

Compan~' Description: e.spire Communications IS a
facilitles-based competitive focal exchange carrier (CLEC)
providIng local, long distance (LD), data and high speed
internet services primarily to small & medium-sized
business customers located in the southern half of the US.
Currently. e,spire provides switched local telecom service
in 37 ~lSAs (metropolitan statistical areas), 32 where it
maintains competitive local fiber optic rings as well as an
additional 5 MSAs where service is provided on a TSR
(total service resale) basis using rented ILEC (incumbent
local exchange carrier) local network facilities.

The Annapolis Junction. MD-based company's network at
year-end '97 (see Chart I) included 16 Lucent 5ESS
combination 10caIJLD telephone switches, 1,061 local fiber
route miles. and network connectivity to 1,604 customer
buildings, In addition. the company recently disclosed that
during IQ98. 22.500 new local access lines were added,
bringing the corporate total to 57,605, or a sequential
increase of 64'7c.

e,spire's network expansion plans call for the addition of:
a) local fiber rings in 4-5 new MSAs per year (sufficient,
by our estimation. to bring total MSA count to 50 by '02):
and. b) the addition of 24 voice switches to raise the
corporate total to 40, To a limited extent, e.spire has
arrayed Its local networks in "clusters" to take advantage
of cost synergIes of operating geographically-concentrated
networks as ""ell as to avail itself of regional LD traffic
bet"'.een key "communities of interest". Examples of these
clusters include: Washington. DClBaltimore/
l\orthern VA.: DallaslFt. WorthlIrving; and, MiamilFt.
Lauderdale, We estimate that the telecom market resident
withm the 36 MSAs where e,spire will have operational
fiber rings by year-end '98 will total $12.8Bn in local and
data revenues in '98, This market opporturuty is then
expected to grow to $15.7Bn in '99, $19.3Bn in '99,
eventually reaching 540.6Bn by '08. The two key
assumptions underlying our forecast are: a) total number of
operational fiber rings grows to a total of 50 by '02; and,
b) an assumed 5o/c annual growth in the market resident
within the base 36 MSAs.

e,spire's selling strategy differs from that of solely
pursuing voice traffic (both local and LD) from small and
medIUm-sized business customers. Instead, e,spire was
one of the fITst CLECs to offer its business customers a
fully integrated suite of both voice AND data (including
hlgh speed internet) services. This full product line -­
especially on the data side -- not only assists e.spire in the
pursuIt of new customers but, just as importantly, should
assIst in reducing customer chum over time. This product
positioning was further enhanced via the acquisition last
year of Cybergate. Cybergate, which was purchased for
approximately S9MM in stock in early '97, is an internet
service provider or ISP serving both the business and
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residential markets, We expect that this acquisition will
provide e.spire with a number of important benefits
including: a) the expansion of internet services offerings.
and, b) providing an opportunity to cross-sell local. LD
and other high speed data services to Cybergate' s rapidly
growing customer base of 44,500 (I Q98 sequential growth
of 14%).

Chart 1: e,spire Network Map

Source: Merrill Lynch esbmales

3 Key Value Drivers At e.spire

Value Driver #1. Attractive macro environment­
expanded addressable market:

Regulatory and legislative changes on both the Federal and
state levels have greatly expanded the nationwide market
potentially addressable by new local competitors from
what had been just the $5Bn special access/private line
market segment to now the entire $107Bn local switched
telecom market.

Value Driver #2: Strong top line growth forecast with
a 10 year CAGR of36%, driven by the sale ofbundled
telecom services -- including data and high speed
internet -- to small and medium-sized business
customers in the southern halfof the US:

We estimate that in '98, e.spire's revenues will grow 1640C
y/y from $59MM in '97 to $156MM in '98, roughly
double again in '99 to $325MM, grow 70O/C in '00 to
$552MM, eventually reaching $3.2Bn by '08, with a 10
year CAGR of 36%. We forecast e.spire's '98 EBITDA
losses to be $35MM. with EBITDA breakeven occurring
during IH'99. We expect EBITDA to eventually reach
$772MM or 23.8% of revenues by '08. Our forecast
model assumes that e.spire will utilize a mix of on-net (i.e.,
e.spire's "owned" last mile facilities), TSR, and unbundled
network elements (UNE) services in order to reach its

customers and that by '08, e.spire realizes EBITDA
margins of 40% for on-net traffic, 25% for UNE and 10%
for TSR. In addition, we estimate that e.spire's local traffic
rrux will shift away from a heavy dependence on TSR in
'98 (54% of total with UNE's at 32% and on-net at 14'7c)
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t()llards a networl-- mix more heavily reliant on UN'E's­
6-"; (11 total - with the balance almost evenly split
betMen on-net and TSR by '08.

Ke~ assumptions (detailed in Table I below) underlying
our fcrecast are as follows:

4. Industry contex1 - SI07Bn local market growing
4.0-4.5'1c per annum through '08.

4. Geographic coverage - At year-end '97, e.spire
offered' service to business customers in 37 MSAs. a
geographic area that contains a local voice and data
market of S1OABn or roughly 10% of the US total.
We estimate that the expansion of an additional 4-5
fiber rings in new MSAs per year through '02 to a
total of 50, will increase the local telecom opponunity
resident in espire's MSAs 239c to $12.8Bn in '98,
2Yc;. to S15.iBn in '99. 23'1c to S19.3Bn in '00,
e\entually reaching $40.6Bn in '08.

Chart 2: 1998E and 2008E Revenue Mix

e.spire Communications. Inc. - 12 May 1998

Table 1: Key Financial Assumptions

1998E . 2000E 2004E 2008E
Avai:. BUSiness Unes' (Bn) 9.2 136 227 292
Monthly Revenue $51.40 $50.30 $4815 $4605
Available Res. Unes' (Bn) 137 204 309 323
Monttlly Revenue $35.35 $36.05 $37.50 $39.05
Total Telephony Oppt'y (Bn) $11.4 $17.0 $27.0 $31.2
Available Data Oppl'y' (Bn) ill m ill W
Local Available Mar1<et' (Bn) $12.8 $19.3 $32.1 $40.6
Local Mar1<et Share 1.1% 2.2% 4.4% 6.8%
LQ- Available Mar1<et' (Bn) $5.7 $8.6 $14.2 $171
Long Distance Mar1<et Share 0.3% 1.3% 2.0% 25%
Combined Mar1<et Share 0.8% 1.9% 3.7% 5.6%
EBITDA Margin -22.2% 90% 19.4% 238%
Capital Expenditures (MM) $160.0 $200.0 $225.0 $250.0
Free Cash Flow (MM) ($2450) ($235.3) ($4.0) $430.6

Note (numbers may not add due to roundlngl
• , Estimated size oj mar1let available In the MSAs where e.spire sells service

Source: Merrill Lynch estimates

J Local and data market share: We estimate that
dunng '98. e.spire will attain a 1.1% (SI36MM) share
of II', local and data services resident within its MSAs.
Our forecast calls for e.spire's market share to grow to
16'( (S257M\1 I in '99. 2.29c (S432MMJ in '00,
reaching 68"( (S2.8Bn) by '08. These market
penetration rates are in line with our previously
published CLEC work which assumes that. in addition
[(\ espire. there will be two other local/data facilities­
ba,ed and four l..:'?\EiTSR-based competitors to the
ILEC (lTIcumbent local exchange carrier) in each
market area. and in aggregate these new competitors
II jll Lake a combined 29'1c local and data market share
from the ILEC by '08.

4. Long distance market share: Our forecast assumes
that e.spJre will capture approximately O.3o/c or
S15\1\1 of the S5.7Bn LD market available within its
MSAs in '98. growing to $425MM or 2.5% of
e.splre's $17.lBn available LD market by '08,

Value Driper #3. New management in place helps to
bolster conjuJence in long term growth prospects
Within the past 15 months. a new senior management team
of experienced telecom executives was installed in an
effon to reposition the company to better execute its
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bundled service product strategy -- both from an
operations as well as sales & marketing perspective. The
new management team is now led by: CEO Jack Reich
(previously at Ameritech. MCI & AT&T); COO Ron
Spears (Citizens Utilities and MCI division president);
and. CFO Dave Piazza (MFS and AT&T).

Strategic assets with estimated $28 takeover value:
Given the strategic value of e.spire's network
infrastructure, its in-place bundled service salesforce and
its customer base, one cannot rule out a possible bid for the
company. If a transaction for e.spire were to occur. we
estimate that a buyer could offer $28 per share based on
our 10 year discounted cash flow (DCF) model. We think
a potential buyer would be attracted by the significant time
to market advantage of buying in-place local
infrastructure, a customer base as well as "know how" that
resides in-house. Logical buyers could potentially include
the large LD companies such as MCIIWorldCom, Sprint.
AT&T as well as other large CLECs such as lntermedia.
ICG, NEXTLINK or Electric Lightwave looking to
quickly expand into new markets and augment the
footprint of existing networks.

Attractive valuation: Our private market value estimate
for e.spire is $28 or 51 % upside. This 12-18 month price
objective. based on our 10 year DCF model, assumes the
midpoint of our year-end private market value estimates
for '98 and '99. Key assumptions incorporated in our DCF
analysis (see Table 2 below) include a 15% discount rate, a
9.5 multiple on terminal year EBITDA. and a 6.3-8.] o/c
perpetual growth rate of unlevered free cash flow. Our
analytical approaCh towards valUing shares of e.spire is
consistent with our earlier work on other CLECs.
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Risks to our recommendation include:
Table 2: e.spire Valuation Summary

(in millions except per share values)
Discount Aale
ierminal Muftlple
Implied Perpetual Growth of Unfevered Free CF
.PV 01 Unlevered Free CF
+PV ofTermlnal Value
=Enterprise Value
• Net Debt
=Private Market Value· Equity
Fully Diluted Shares Outstanding
=Per Share Pnvate Market Value

YE 1998E
15.0%

9.5x
8.1%
($8)

$1,727
$1.719
($329)
$1,390

548
$ 25.36

YE 1999E
150%

9.5x
6.3%
$325

$2,084
$2,409
($644)
$1,765

58.0
$ 3042

1.

2.

Need for external funding - both debt and equity ­
to fund network deployment strategy.

Execution risk - can the current management team
and back office systems handle the dynamic growth
forecast for e.spire?

Table 3: e.spire Financial Forecast

1997A 1098A 2Q98E 3098E 4Q98E 1998E 1999E 2000E 2001E 2002E 2003E 2004E 2005E 2006E 2007E 2008E

SWitched Local 8.2 11.0 154 205 55.1 155.1 301.2 4841 6n.7 8810 1101.2 1.343.5 1.5988 1.8546 2.1328
Lonq Distance 01 20 50 8.0 15.1 60.0 110.0 160.0 220.0 250.0 2850 320.0 355.0 390.0 425.0

SwitChed Services 83 130 204 285 70.2 2151 411.2 644.1 897.7 1,131.0 1,386.2 1.663.5 1,953.8 2,2446 2.5578
Dedicated 8.5 93 101 11.0 389 44.8 51.5 59.2 68.1 78.3 885 100.0 113.0 127.7 1443
Data/lntemet 9.3 10.0 107 11.4 41.5 57.5 794 1071 1393 1783 2246 2807 3453 421.3 5140
Other U U U U 5.8 ~ 1QJ1 lli) HJ! 160 180 2M 22.0 24.0 260
Totai Revenues 590 275 33.8 427 52.4 1564 3254 5521 822.4 1,1191 1,4036 1,7173 2,064.3 2,434.1 2.8176 3.2421
Cost of service 488 193 220 23.5 28.0 92.7 169.2 2816 415.3 559.5 6983 8520 1.021.8 1.202.5 1.3891 1.595.1
SG&A 65.2 21.4 220 26.0 29.6 990 1464 220.8 304.3 3861 4562 5324 6193 705.9 788.9 8754
Dep' & Amort 24.1 6.J 10.2 ill m ~ ~ Z2J) ~ 1m ~ 1583 ~ 2033 2270 2&Q
Operatlnq Profit (79.2\ (21.5) (203) (18.2) (17.9) (77.9) (43.5) (22.4) 10.8 60.2 113.3 174.7 2424 3225 4126 5196
Interest Exp :net) 329 106 125 130 135 49.6 70.0 850 ill 120.0 1200 1120 108.0 100.0 ~j) 91.0
Pretax Profit (112.1) (321) (328) (312) (31.4) (1275) (1135) (107.4) (86.7) (59.8) (6.7) 627 134.4 222.5 3226 428.6
~~e1 Profit (112.1 ) (32.1) (32.8) (31.2) (31.4) (1275) (113.5) (1074) (86.7) (59.8) (67) 627 1344 2225 322.6 428.6
Prfd StK Dlv/Accr'tn ill 85 81 84 87 337 377 430 491 56.1 641 732 836 9.5~ 1091 0.0
Net Income (123.7) (40.6) (409) (395) (401) (161.2) (151.2) (1504) (135.9) (1159) (707) (105) 508 1270 2134 4286
EPS ($4.65) ($1.08) ($089) ($0.84) ($084) ($361) ($2.96) ($2.90) ($2.59) ($2.17) ($1.31) ($0.19) $0.91 $224 $371 $7.35
Shares OiS 2726 3771 4610 4700 4780 4465 51.00 51.n 5254 5333 5413 5494 55n 5660 5745 5831
EBITDA (55.1) (11.6) (10.1 ) (6.8) (5.2) (35.4) 98 497 102.8 173.5 249.1 3330 423.2 5258 6396 n16
Lines In srvc (OOO·s) 57.6 836 1136 1486 348.6 598.6 923.6
Cap Exp 149.4 40.0 450 45.0 30.0 160.0 1750 2000 200.0 225.0 225.0 225.0 2250 2250 2500 250.0
Free cash flow (63.8) (67.6) (648) (48.7) (245.0) (235.2) (2353) (194.7) (171.5). (95.9) (4.0) 902 200.8 2996 430.6
Margins
C051 of service 82.8% 70.1% 650% 55.0% 53.5% 59.3% 52.0% 51.0% 50.5% 50.0% 49.8% 49.6% 49.5% 49.4% 49.3% 49.2%
SG&A 110.5% 78.0% 650% 61.0% 56.4% 63.3% 45.0% 40.0% 37.0% 34.5% 32.5% 31.0% 30.0% 29.0% 28.0% 270%
Depr & Amor1 40.9% 30.0% 30.2% 265% 243% 27.2% 16.4% 13.0% 11.2% 10.1% 9.7"10 92% 88% 84% 8.1% 78%
E81TDA NM NM NM NM NM NM 3.0% 9.0% 12.5% 15.5% 17.8% 194% 20.5% 21.6% 22.7% 23.8%
YfY Change
Total 8evenues 235.9% 190.9% 1659% 1264% 165.0% 108.1% 69.7% 49.0% 36.1% 254% 224% 20.2% 17.9% 15.8% 15.1%
Cost of service 122.1% 134.7% 1206% 390% 89.9% 82.5% 66.4% 47.5% 34.7% 24.8% 220% 19.9% 177% 15.5% 14.8%
SG&A 51.4% 33.3% 39.6% 85.9% 51.8% 47.9% 50.8% 37.8% 26.9% 18.2% 16.7% 16.3% 140% 11.8% 11.0%
Shares O/S 380.2% 64.5% 29.7% 29.5% 63.8% 14.2% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5%
EBITJA NM NM NM NM NM NM 409.0% 1069% 68.7% 43.6% 33.7% 27.1% 24.2% 216% 206%
Source Memll LynCh eSbmates
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New Data Initiative Announced,
Raising Private Market Price Obj. To $42

Reason for Report: New Initiatives Announced

ACCUl\fULATE*

Long Term
ACCUMULATE

Investment Highlights:
• Prior to the market open on March 11, ICG

announced 2 "data oriented" products that
helps to expand the company's breadth of
product offerings.

• 1) Flat rate IP (internet protocol) telephon~'

offering at $0.059-$0.072 per minute bests
recent product announcements of similar
sen-ices b~' both Qwest and AT&T. ICG's
extensive local infrastructure and internet
backbone should allow for attractive margins.

• 2) DSL (digital subscriber line) initiative will
allow ICG to offer high speed internet access
(at first) to business customers as well as a
portion of I'IETCOM's 500,000 dial-up
subscriber base. Over time, as DSL
technology develops, ICG will expand high
speed offering to include additional services.

• Raising our year-end '98 private market value
estimate b~' $6 or 17% to $42, reflecting the
forecasted impact from the new IP telephony
product Although we are not including DSL
in our forecast, this new product could add an
additional $3 to PMV.

• Reiterate Accumulate opinion for both the
intermediate and long term.

(07-Mar-95)
(07-Mar·95)
(07-Mar·95)
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(24.[)cr.%)

1998E 1999E

d$6.34 dS6.39
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d$6.42 d$5.42

d$3.83 d$2.81
NM NM

Nil Nil
Nil Nil
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'\lardl LI nch or an affiiJale has a proprietary investment In this company

'\lemll L\ nch i, current I, acting as a financial advisor and has rendered a
fa1me,' opmlon to Telepon Communicatiom Group Inc. in connection
.~ d the pr,'posed acquisitIon of it by AT&T Corporation. which was
announced on Januar: 8. 1998.

Telepon CommunJcation; Group Inc has agreed (0 pay a fee to Merrill
L\ nch for It; financial ad\ ISOr: senlCes. a significant ponion of which is
conlmgenr upon the conlumallon of the proposed transaction.

Merrill Lynch & Co.

Global Securities Research & Economics Group
Global Fundamental EquJly Research Depanment
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Prior to the market open on March 11. ICG announced two
new "data oriented" initiatives designed to both enhance
the corporate product as well as leverage the data
opponunity resident within its customer base.

IP Telephony:

ICG announced a flat rate. nation-wide LD product
offering. This new product, which will be marketed to
business customers as well as NETCOM's 500.000 dial-up
internet subscribers in 166 markets by year-end '98, offers
callers flat rate LD calling anywhere in the US. ICG will
offer its IP telephony product for $0.059/min. for calls
originating and terminating "on-net" (i.e., in cities with
mtemet POP - point of presence - facilities) and
SO.072/min for calls terminating in "off net" cities (i.e..
without internet POP facilities).
The economics of this new product look quite favorable
for both the end user (i.e., a 49-58Ck discount vs. average
LD rate of SO.14/min.) and ICG as detailed in Table I
below. SG&A support should be minimal as product sales
will be via the internet and out-bound telemarketing and
billing options will include free billing by credit card or
hard copy bill for which ICG will collect an additional fee
of S170/month. Cap exp requirements related to this new
product offenng should be minimal as the service will be
prC1\ Ided over existing internet backbone and local POP
facilItIes. all of which have sufficient (or easily
expandable) capacity to meet the demands of this product.

Table 1: IP Telephony Economics
On-To-On- On·To-OtI-

Typical LD Call Net Call Net Call

Average LD Rate, Min $0.140 $0.140 $0.140
leG Rate $0.059 $0072
°'0 Discount 58% 49%
Cos-to iCG (per rMute)

Orig:-1atng Access $0.025 $0.000 $0000
Terminating Access $0.025 $0000 $0.025
Long Haul Transport $0015 ~ $9005
Network Costs $0.065 $0005 $0.030
Gross Margin $0.075 $0054 $0.042
Cc of revenue 46% 92% 58%

Depreciation so 005 $0.002 $0.002
SG&A $0035 $Q.Q11 $Q.Q11
Operallng Margrn $0.035 $0.041 $0.029
~c 01 revenue 25% 70% 40%

Source Company reports and Memll Lynch estimates

Notably. this offer undercuts similar IP LD products
recently announced by both Qwest at $0.075/min. and
AT&T at SO.075-$0.090/min. and highlights the
continuing escalation of the LD industry's competitive
environment.

~MerrillLynch

We are raising our private market
value (PMV) estimate by $6 to
reflect the impact from IP
Telephony

based on the following key assumptions: 1) ICG can
address 1/3 of the US LD market with this product; 2)
ICG's LD share grows to 2% of its addressable market by
'07; and, 3) revenues/minute and EBITDA margins, over
time, decline due to competitive pressures.

DSL Initiative:

In addition to the IP product. ICG also unveiled a DSL
(digital subscriber line) product, aimed at providing high­
speed connectivity (i.e., 144Kbs to upwards of 9Mbs)to
business as well as NETCOM dial up customers (both
business and residential users). Initially. the service will
provide just high speed internet access for the J\I'ETCOM
ISP product. Over time, voice services will be added as
DSL technology improves. This product will initially be
available to customers served by the 45 ILEC central
switching offices (CaS) in which ICG is "co-located".
This number is expected to grow to 100 cas by year-end
'98 and 3-400 by year-end '99. Estimated economics of
this product are shown in Table 2 below:

Table 2: Estimated DSL Economics Under
Various Loop Price Assumptions

Average Revenue/Month $75.00 $7500 $7500
Monthly loop rental cost $14.00 $19.00 $2500
Gross Margin $6100 $56.00 $50.00
% of revenue 81% 75% 67"'0

SG&A' $13,33 $13.33 $13.33
Depreciation' $14.58 $14.58 $14.58
Operating Profit $3309 $28.09 $22.09
% of revenue 44°; 38°; 30%;0 ;0

'Note: SG&A includes the impact from 1x $1 OOlcustomer installation fees amortized
over 4 years. Depreciation assumes capital costs of $SOO/CO port and $200 for
customer DSL modem and 4year straight line depreciation.
Source Company reports and M"errill Lynch estimates

Possible Impact On PMV?

Although we are not incorporating the potential from DSL
into our forecast at present pending further due diligence,
we estimate that this new product could add an additional
$3 to year-end '98 private market value based on the
following assumptions: 1) percent of NETCOM's dial-up

subscriber base that are served by CO'S where ICG is co­
located grows from 35% in '99 to 50% by '07; 2) 60% of
lines in a CO are "serviceable" for DSL; 3) DSL
penetration grows to 35% by '07; and. 4) $75/mo. average
revenue declines 3%/yr.
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Comment

Intermedia
Communications Inc
Stock Weakness Creates Excellent
Buying Oppt'y, Upgrade To BuylBuy

Reason for Report: Opinion Upgrade

BUY*

Long Term
BUY

Stock Data

r.1L Industry Weightings & Ratings"

Investment Opinion: D-I-1-9
Mkl \·a.ue i Shares Outstanding (mn): S13.463.3/174

PncelBook Ratio NM

52-Week Range: S91 1/4-$151/2
S\mbol / Exchange: reIX / OTe

Options: Pacific
Br,:fkers COIenng (F,rst Call): 14

Investment Highlights:
• Upgraded our intermediate term opinion to

Buy following recent stock price weakness
(down almost 15% in the past few days.).

• Reiterate 12 month private market value­
based price objective of $105 or 40% upside.

Fundamental Highlights:
• Intermedia's stock has come under intense

selling pressure over the past few days
following heightened investor concern
regarding lQ and full year '98 forecast which
we find unfounded.

• We reiterate confidence in our fundamental
outlook. Recent discussions with management
confirm reasonableness of our recently
upwardly revised revenue and EBITDA
forecast for both '98 and '99.

• Near term, key value drivers remain the
strength of the core CLEC (competitive local
exchange carrier) business, synergies expected
from recently completed acquisitions as well
as significant oppty's presented by data
alliances with RBOCs such as US West with
others possibly in the wings.
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Table 1: Inlermedia Communications - Financial Projections

(5 in millions) 1997A 1098E 2098E 3098E 4098E 1998E 1999E 2000E 2OO1E 2oo2E 2003E 2004E 2oo5E 2006E 2OO7E
Reve~ue

Local Network 42.0 24.4 290 339 397 1270 215.0 3250 4750 6579 8783 1,141.7 1.4500 1,7980 2.1576
Ennanced Data 578 190 24.6 31.5 399 1150 2790 3488 4185 4896 5631 6476 738.2 8342 9343
Interexchanqe 113.2 44.3 598 79.0 1019 2850 3600 4446 5335 6349 7460 8579 9866 11346 1.3047
Internet 288 20.1 223 250 285 95.9 2100 252.0 2961 340.5 391.6 450.3 5066 5649 6214
Systems inteqrallOn 6.1 26.Q 297 337 378 127.2 1370 150.0 1650 1800 1944 208.8 219.2 2302 241.7

Total Revenue 2479 1338 1654 2031 247.8 750.1 1.201.0 1,5204 1,888.1 2.3029 2,n33 3,3063 3,9007 4.5618 5,2597
Expense
Network Ops 1645 690 844 1011 1190 3735 609.5 7414 8933 1,032.5 1.2171 1,418.2 1,6422 1.8932 2.1565
Facil admln & mainl 317 128 12.7 12.0 12.4 499 81.7 106.4 1322 161.2 194.1 231.4 2730 3193 368.2
Cost of qoods sold 3.0 18 21 2.5 30 93 139 19.7 283 34.5 416 49.6 585 684 789
SG&A 986 548· 571 585 57.0 2274 285.3 354.1 434.8 575.7 6878 8167 9596 1.122.2 1.2886
Dep & Amort 53.6 354 389 437 44.8 162.8 222.2 266.0 323.2 3713 4294 4826 5357 5944 6494
Operatlnq Profit (103.5) (401) (29.7) (147) 117 (728) (116) 32.7 76.3 127.6 203.3 3078 431.7 5643 7181
Interest Expense (60.7) (264) (307) (35.5) (403) (132.9) (1421) (1536) (165.6) (174.1) (224.1) (2391) (2213) (2205) (1800)
Other Income 268 4.0 3.0 2.0 10 10.0 1.5 0.0 0.0 0.0 0.0 0.0 00 00 00
Pretax Income (137.3) (625) (57.4) (48.2) (276) (1957) (1521) (120.9) (89.3) (46.5) (20.8) 687 2104 3438 5381
Net Income (1373) (625) (574) (482) (276) (1957) (152.1) (120.9) (89.3) (46.5) (208) 687 1262 2063 3229
Prfd Dlvs 43.7 178 183 187 19.2 74.0 800 88.0 968 1040 1050 105.0 1050 1050 1050
Net Income - Common (1811 ) (80.3) (75.7) (66.9) (468) (2697) (2321) (2089) (1861) (150.5) (1258) (363) 21.2 1013 2179
EPS ($1083) ($416) ($3.44) ($2.96) ($1.97) ($1230) ($10.38) ($9.16) ($8.00) ($6.34) ($5.20) ($1.47) $0.84 53.94 5831
Snares O/S 167 193 220 226 23.8 21.9 22.4 22.8 233 23.7 242 247 25.2 257 262
EBITDA (499) (46) 9.1 290 56.5 90.0 210.6 2987 3995 4989 6327 7904 967.4 1,1587
Cap Exo 272.0 900 950 950 950 375.0 475.0 410.0 4250 4250 4250 425.0 4250 4350 4450
Free Cash Flow 13607) (1258) (129.8) (130.8) (1391 ) (412.9) (409.9) (2849) (2111) (120.2) (364) 1063 3010 3990 5850
Margins
Networ.; Ops 663% 51.6% 51.0% 49.8% 48.0% 498% 50.7% 488% 473% 44.8% 43.9% 42.9% 42.1% 41.5% 410%
Facli admln & malnl 12.8% 9.5% 7.7% 5.9% 5.0% 6.6% 6.8% 70% 70% 7.0% 7.0% 7.0% 7.0% 70% 7.0%
Cost of qoods sold 1.2% 13% 1.3% 1.2% 1.2% 1.2% 1.2% 13% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5%

SG&A 398'~ 410% 34.5% 288% 23.0% 30.3% 23.8% 233% 23.0% 25.0% 24.8% 24.7% 24.6% 246% 24.5%
OeD & Amort 21.6~0 265~0 235% 21.5% 18.1% 21.7% 185% 175% 17.1% 161% 15.5% 146% 137% 130% 123%

Operailnq Profit -41.7% -300% ·180% -7.2% 47% -9.7% -10% 2.2% 40% 5.5% 7.3% 93% 111% 12.4~0 13.7%
Interest Expe~se -245% -197% -186% -17.5% -16.3% -17.7% -118% -101% -88% -7.6% ·8.1% -7.2% -5.7% -48% -3.4%
Otner income 10.8% 3.0% 18% 1.0% 04% 13% 0.1% 0.0% 0.0% 0.0% 0.0% 0.0% 00% 0.0% 0.0%
Net Loss ·55.4% -46.7% -34.7% ·237% -111% -26.1% -12.7% -8.0% -4.7% -2.0% -0.8% 2.1% 32% 4.5% 61%
EBITDA -201% -3.5% 5.5% 14.3% 22.8% 12.0% 17.5% 196% 21.2% 21.7% 22.8% 23.9% 24.8% 25.4% 26.0%
YJ'Lo~ Change
Locai Network 210.3% 3678% 243.9% 1872% 1404% 2026% 693% 51.2% 46.2% 38.5% 33.5% 30.0% 27.0% 240% 200%
Enr,anced Data 826% 67.8% 94.2% 84.8% 1375% 988% 142.6% 250% 20.0% 17.0% 15.0% 15.0°/0 140% 13.0% 12.0%
Interexchanqe 1129% 73.5% 115.9% 185.8% 2156% 151.8% 26.3% 235% 20.0% 19.0% 17.5% 15.0% 15.0% 150~o 15.0%
Intemet 81.1% 90.3% 233.2% 118.9% 20.0% 17.5% 15.0% 15.0% 15.0% 12.5% 11.5% 100%

Systems Intec;ra1JOn 21.4% NM NM NM NM NM 7.7% 9.5% 10.0% 9.1% 8.0% 7.4% 5.0% 5.0% 5.0%
Tetai Revenue 1398% 2044% 2300% 185.0% 200.1% 202.6% 601% 26.6% 24.2% 220% 20.4% 19.2% 18.0% 17.0% 15.3%
Experse
Facil & line cost 138.0% 130 1% 126.4% 106.2% 147.0% 127.1% 63.2% 216% 205% 156% 17.9% 16.5% 158% 15.3% 139%
SG&A 316.4% 1265% 1200% 20.0% 20.9% 130.6% 25.5% 24.1% 22.8% 324% 19.5% 18.7% 17.5% 17.0% 14.8%
OeD & Amort -309% 391% 1680% 392.5% 5224% 2036% 36.5% 197% 21.5% 14.9% 157% 12.4% 11.0% 11.0% 93%

Operat,nq Profit NM NM NM NM NM NM NM NM NM 67.2% 593% 51.4% 40.2% 30.7% 27.3%
Interest Expense 723% 1381% 176.2% 100.7% 941% 1191% 6.9% 8.1% 7.8% 5.1% 28.7% 67% -7.4% -0.4% -184%
Netncome NM NM NM NM NM NM NM NM NM NM NM NM NM 63.4% 56.5%
EPS NM NM NM NM NM NM NM NM NM NM NM NM NM NM NM
Shares OS 19.2% 184% 33.1% 35.0% 37.8% 31.2% 2.0% 2.0% 2.0% 2.0% 2.0% 2.0% 2.0% 20% 2.0%
EBiTDA NM NM NM NM NM NM 134.0% 41.8% 337% 24.9% 26.8% 249% 22.4% 19.8% 180%
Source Me!":11 Lynen estimates
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Comment

Data, Data, RBOC Data; Raising PMV
To $105, Reiterate Long Term Buy

Reason for Report: Revised Price Objective

ACCUl\fULATE*

Long Term
BUY

Price: $891/8

Estimates (Dec) 1997A 1998E 1999E

EPS. dSJ083 dS1247 dSIO.52

PIE l\~1 NM NM
EPS Change CYoY) ?\~ NM

Consensus EPS dSIO.33 dS9.15
(First Call 25-Feb-98 I

Q4 EPS iDec)

Cash Flow!Share dS'7.62 dS4.94 dSO.45
Pnce/Cash Flow' NM ?\~ NM
Di vidend Rate Nil Nil Nil
Di'ldend Yield ]\;il Nil Nil

Opinion & Financial Data

In,estment Opinion'
M~t \alue / Shares OUlstandlOg Imn)'

Boo~ \alue/Share (Mar-97l:
Pnce/Boo~ Ratio'

ROE 199"E Average
LT L,abillty c.;. of Capital:
LL 5 Year EPS Grow1h

Stock Data

52-Wee~ Range
S,mbol / Exchange

Options
InSiltulionaJ Ownership-Spectrum:

Bro~er\ (o'enng (First Call J'

D-2-1-9
$1.379.1/17
NA
r-.~1

]\;A

NA
NA

S84 3/4-$ 127/8
ICIX /OTC
PaCific
90.6'7<
14

Investment Highlights:
• Recent series of meetings with Intermedia's

senior management team in both Tampa, FL.
and NYC have prompted us to revise our near
term and 10 year discounted cash flow forecast.
Our recent meetings highlighted the strength of
the core business, s:ynergies from recently
completed acquisitions as well as significant
opportunity presented by data alliances with
US West, etc.

• As a consequence, we are raising our '98
forecasts for revenue by 2% from $739 million
to $750 miUion with no change to '98 EBITDA.
In addition, we are raising our '99 forecasts for
revenue and EBITDA by 9% from $1.1 biUion
to $1.2 biUion and by 26% from $168 million to
$211 million, respectively.

• Weare increasing our 12 month private market
value-based price objective by 48% from $71 to
$105, Reiterate intermediate term Accumulate
and long term Buy,

ML Industry We:gh~ings& Ratings"

Strategy: \\ eighting ReI. to 'lkt.:
Income:
Grow1h:

Income & Growth:
Capnal Appreciation:

'\Iarket Analysis: Technical Rating:

Overweight
Underweight
Overweight
Overweight

Above Average

(07-Mar-95)
(07-Mar-95)
(07-Mar-95 )
(l6-Jan-96)

(24-Dec-96)

- __ eommun__ lnc

- ....... UP~_. (100)(11....1...10)

"Intermedl.lIC tem oplOlon lasl changed on IO-Jul-97.
<'The Ilev.' expressed are those of the macro depanment and do not
nece»anl\ COIncide wah those of Ihe Fundamental analyst.
For full In\ e,lmenl opmlon definitions. see footnotes.

\1errilJ Lynch & Co
Global Securities Research & Economics Group
Global Fundamental Equity Research Depanment
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Intermedia Communications Inc - 24 March 1998 ~Merrill Lynch

Revising Forecast: As shown in Table I below. we are
making the following changes to our revenue and EBITDA
forecast for both '98 and '99.

Outer year revenues and EBITDA have also increased with
year 2007 revenue increasing by lOo/c from S4.8 billion to
$5.3 billion and EBITDA increasing by 27CiC from S1.1
billion to $1.4 billion.

Conclusion: We are raising our 12 month private market
value-based price objective from $71 to $105 to renect our
new 10 year DCF forecast model. Our new price objective
reflects the average between our year-end '98 and year-end
'99 private market values using a 15CiC discount rate. 9.5x
terminal EBITDA multiple. and no public to private
discount.

Re~'ised 10 year forecast + RBOC data deals =Raising
12 month price objective to $105.

A recent senes of meetings in both Tampa, FL. and NYC
with Intermedia's senior management team over the past
few weeks have led to a number of important revisions to
our near term and 10 year discounted cash flow (DCF)
model. Three key recent developments have prompted us
to revisit many of our core modeling assumptions for
Intermedia over the course of our 10 year DCF model:

1. Strong 4Q97 results reported on 2125 give us confidence
that the "core" Intermedia business model remains on
track. fueled by continued strong data demand and
benefits from the DIGEX acquisition and the continued
rollout of switched local services.

2. Recently announced long haul network deal with
Williams 0115/98) enhances Intermedia's position and
product offerings within the data market -- on a national
scale -- with the addition of significant new data
backbone capacity at favorable pricing.

3. RBOC data deals -- one down, a few more to go?:
Intermedia's recently announced (1/29/98) alliance with
l'S West for out-of-region frame relay and IP (internet
protocol) data services. In accordance with these data
deals. Intermedia will provide out-of-region origination
and termination of data traffiC plus inter-LATA data
transport for US West's customers. This may indeed be
just the first of a series of such deals with other RBOCs
which will provide Intermedia with an important new
revenue opportunity. In addition, we believe Intermedia
will have the ability to utilize extra capacity within the
last mile local loop connections required by the RBOC
data deals to provide switched services (local, long
dIstance and data) to other customers in the same
building locations.

72

Table 1: Revised Forecast Model

($ in millions)
Original Forecast
YN% change
More optimism regarding
revenue synergies wi Shared Tech
Impact from RBOC data deals
New Forecast
YN% change

Source Merrill Lynch estimates

Revenue
1998E 1999E

739 1.057

43%

11 20
Q 124

750 1.201
60"0

EBITDA
1998E 1999E

90 168
87%

o 21

Q £f
90 211

134°0



~Merrill Lynch Intermedia Communications Inc - 24 March 1998

Table 2 Intermed,s Communications Detailed Financial Forecast

1997A 109SE 2Q9SE 3Q9SE 4Q9SE 1995E 1999E 2OO0E 2001E 2OO2E 2003E .2004E 2005E 2006E 2007E

Revenue

... oca NerNork Svcs 42.0 244 290 339 397 127.0 2150 3250 475.0 657.9 8783 1,141.7 1,450.0 1,798.0 2.1576
Enrianeed Da:a Svcs 578 190 24.6 31.5 39.9 1150 2790 3488 418.5 489.6 563.1 647.6 738.2 834.2 9343
Interexchange SVC5 1132 443 598 79.0 101.9 2850 3600 444.6 533.5 834.9 746.0 857.9 986.6 1,134.6 1,304.7
Interne: 288 20.1 223 250 28.5 95.9 210.0 2520 296.1 340.5 391.6 450.3 5066 564.9 621.4
Systems integratlo" 6.1 260 29.7 33.7 37.8 127.2 137.0 150.0 165.0 lBOO 1944 208.8 219.2 230.2 241.7
Tota Revenue 2479 1338 1654 2031 2478 750.1 1,201.0 1,5204 1,8881 2.302.9 2,773.3 3,306.3 3,900.7 4,561.8 5,259.7
Expense
Network Ops 1645 69.0 84.4 101.1 1190 373.5 609.5 741.4 893.3 1,032.5 1,217.1 1,4182 1,6422 1,893.2 2,156.5
FaC11 admrn & malr,: 317 128 127 12.0 124 49.9 81.7 1064 132.2 161.2 1941 231.4 2730 319.3 368.2
Cost otgoods sold 3D 1.8 2 1 25 3.0 9.3 13.9 19.7 28.3 34.5 41.6 49.6 58.5 684 78.9
SG&A 986 548 571 585 57.0 227.4 285.3 3541 434.8 575.7 687.8 816.7 9596 1,1222 1,288.6
Dep & Amon 536 354 389 437 44.8 1628 222.2 2660 3232 371.3 4294 482.6 5357 5944 6494
Ooeraling Prof,t (10351 (401) (297) (14.7) 11.7 (72.8) (11.6) 32.7 76.3 127.6 203.3 3078 431.7 564.3 718.1
Interest Expense (60.7) (264) (30.7) (355) (403) (1329) (142.1 ) (153.6) (165.6) (174.1 ) (224.1) (2391) (221.3) (220.5) (lBO.O)
Other Income 268 40 3.0 20 1.0 10.0 1.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00
Pretax Income (1373) (625) (57.4) (48.2) (27.6) (195.7) (152.1) (120.9) (89.3) (46.5) (20.8) 68.7 210.4 343.8 5381
Ne: Income (13731 (62.5) (5741 (482) (27.6) (1957) (1521) (120.9) (89.3) (465) (20.8) 687 126.2 206.3 322.9
Prld D·vs 437 178 183 18.7 19.2 74.0 800 88.0 96.8 104.0 105.0 1050 105.0 105.0 1050
Ne\ Income· Common (181 1) (80.3) (757) (66.9) (46.8) (2697) (232.1) (208.9) (186.1) (150.5) (1258) (36.3) 212 101.3 217.9
EDS ($1083) ($4 16) ($3.44) ($2.96) ($1.97) ($12.30) ($1038) ($9.16) ($8.00) ($6.34) ($5.20) ($1.47) $0.84 $3.94 $8.31
Shares OS 167 193 220 226 23.8 21.9 224 22.8 23.3 23.7 24.2 24.7 25.2 25.7 26.2
EBiTJA (499) (46) 91 290 565 90.0 2106 2987 3995 498.9 6327 790.4 967.4 1,158.7 1,367.5
Cap Exr 2720 900 950 95.0 950 3750 4750 410.0 425.0 425.0 4250 425.0 4250 435.0 445.0
Free Casn FIOY, (3607) 11258! (129.8) (130.8) (139.1) (412.9) (409.9) (284.9) (211.1 ) (120.2) (364) 106.3 301.0 399.0 585.0
MarJ·ns

NeMOr,OCS 663', 51 6'·, 510', 49.8% 480% 49.8'" 50.7% 48.8% 47.3% 44.8% 43.9% 429% 42.1% 41.5% 410%
Fael, aam. n, & ma!n! 128', 95', 77% 5.9% 5.0% 6.6'/, 6.8% 7.0% 70"- 7.0% 70% 7.0% 7.0% 7.0% 7.0%
Ccs~ C' g:XXJS so::::: ~ .2~o 1.3', 1 3', 1.2% 1.2% 12% 1.2% 1.3% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5% 1.5%
SG&A 398', 41.0'·, 34 5', 288% 230% 30.3% 23.8% 23,3% 23.0% 250% 24.8% 24.7% 24.6% 24.6% 24.5%
Dec &A'11:lc 21 6', 265'" 235~, 21.5% 181% 217% 18.5% 17.5~o 17.1% 161% 15.5% 14.6% 13.7'10 13.0'10 12.3'10
Operal,n~ Profi! NM NM NM NM NM NM NM 2.2% 4.0% 5.5% 7.3% 9.3% 11.1% 12.4'/, 137'10
Otne~ !nCO"1e 10 8', 3.D~, 1.8~, 1.D% 0.4% 1.3% 0.1% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
i'-4Et Los~ NM NM NM NM NM NM NM NM NM -2.0% -0.8% 2.1% 3.2% 4.5% 6.1%
EB:T~A ·20 ,', ·3.5'·, 55'" 14.3'10 22.8% 12.0'" 17.5% 19.6% 212% 21.7% 22.8% 23.9% 24.8% 25.4'10 26.0%
y Y Cn,ange

La:.a! Network 5\':::$ 2103', 367.8~, 243.9~. 187.2% 1404% 202.6% 69.3% 51.2% 46.2% 38.5% 33.5'10 300% 27.0'10 24.0'10 20.0%
Erna'KeG Data S':cs 826', 678·" 94.2% 84.8% 137.5% 98.8% 142.6% 25.0'10 200'k 17.O'k 15.0% 15.0'/. 14.0'10 13.0'10 12.0%
Inlerexc'a1ge Svcs 1129', 735·" 115 9~. 1858% 2156',. 1518'", 26.3% 23.5% 20.0% 19.0'10 17.5% 15.0'10 15.0'/, 15.0'10 15.0'10
jr'!emE~ NA NA NA 81.1'10 90.3% 233.2% 118.9% 20.0'10 17.5% 15.0'/, 15.0'/. 15.0% 12.5% 11.5% 10.0%
S~'stems i:::e~ra;lon NM NM NM NM NM NM 7.7'10 9.5% 10.0% 9.1% 8.0'1, 7.4% 5.0',0\, 5.0'1, 5.0%
Tota: tiEvenJ€ 1398', 204 4~·, 230.0', 185.0% 2001% 202.6% 601% 266'10 24.2'10 22.0'1. 2Q.4% 192% 18.0'10 17.0'/, 15.3%
Exp'2r'\,s€

Faed ad'TilCo. & main: 138 D'·, 130.1% 126.4% 106.2% 1470'/, 127.1% 632% 21.6% 20.5% 15.6% 17.9% 16.5% 15.8% 15.3% 139%
SG&t 3164', 1265~, 12D.O% 200% 209% 130.6% 25.5% 24.1% 22.8% 32.4% 19.5% 18.7% 17.5% 17.0',0\, 148%
Dep & Am:Jrt ·3D9~, 391~, 1680'" 392.5% 5224% 203.6% 36.5% 19.7% 21.5% 14.9% 15.7% 124% 11.0'10 11.0'/. 9.3%
Operating Profit NM NM NM NM NM NM NM NM NM 672% 59.3% 51.4% 40.2% 30.7',0\, 27.3%
In1erest Expense 723~, 1381% 176.2% 100.7% 94.1% 1191% 6.9% 8.1% 7.8% 5.1% 28.7'10 6.7'10 -7.4% -0.4% ·18.4%
Net 'ncome NM NM NM NM NM NM NM NM NM NM NM NM NM 63.4% 56.5%
EPS NM NM NM NM NM NM NM NM NM NM NM NM NM NM NM

Shares 0 S 19 2~, 18.4% 33,% 350'" 37.8% 31~, 2.0% 20'1. 20% 20% 2.0% 2.0"10 2.0'1, 2.0% 2.0%
EBiTDA NM NM NM NM NM NM 134.0% 41.8% 33.7'10 24.9% 26.8% 24.9% 224% 19.8% 18.0%
Source Merrill Lynch estimates

73



Intermedia Communications Inc - 24 March 1998 ~MerrillLynch

K Xl M,PF&S ..as a manage' of Il\e moslroctnl puCIC oftemg o! secunbos o! 111~ comPAny wrl!lm Il\e IIs11ll* years
~'CXI T"" seCur'..s 01 Il\e company are nol I~led but trade ova,·ll\e-<oU1ltr ,n "" UMed Slatts In Il\e US, rala; ..... and/o< d~lrt>ubon o!~ report may PI made only In slltas wheralhoH sacun1laS art exempt ~Ofn

regrs:ra!lO(1 or hive Dee"! qualrlied fOf sa" MI..PF&S or rts aNIlJllts usually mal... mat1l:., '" the secunbeS of hs company
Oo,n'on Key :x·a·b": ,,,,,,tmenl Rl$k RaMg(X) A· Low. B· AVlIrage C. Allove Average, 0 • H'Il.h AoIlllCl&tIOn POIIntIJ Rating la tnt Term· 0- 12 rna: b Long Term· >1 yr) f • Buy 2· Accumultte, 3· Neu~al. 4 .

Recuce 5 ' Sell. 6 ' No Rallng Income R.hnglc) 7· SameiH'Ilht< 8· SemtiLowe'. g . No Casn OIVIdtod".
Cooyr19ht 1998 Mornll Lynch. p.. rce. FtIll'Ifr &Srnl1t' Incorporated (MLPF&S) ThIS report his _ lSIutd and IPIl'COo'td tor plbllClllOn., l1li Unilld KJngdom by Merrill Lynch, Pifrtf, Fenner &Smrt/l Llrnrted whICh IS

'"9ull'.o Cy SFA, and has been considered ana ,.sued ,n Australll Cy Mem" Lynen EQul!lOS (Australia) u""1td (ACN 006 276 79S), a _ sacun1laS _ unelf< "" Australllt1 Co!poIallOns Law Tilt InfotmlbOn here" was
obtamtcl from y-arlouS SOU'cas we do not guarant" ItS .000facy rx camplelentss AOdl1lOnallnfonnatlon avllJlable

Nerttler the ,nlorma"," nor any op,nlOn expressed constltulls an ofltr, 0< an Invl1ltlOn 10 mak.an oller, to tluy 0< lfIIe"Y MalnbIS 0< Illy options, futures 0< Olhtr denvatrves rtlaltd to such securillfS t·rtlatfd investments·)
MLPF&S ana I1S aff"a'•• may trade lOr ma" own accounts IS odd·lot dealer. markat makar, ClocI< posl1lOllfr, specllhlllndlo< artl1lllgtur ,n any SlCunhts oI11\rs ISSUff'S) or In ralalldlnvastrnants. Ind may tla on the opPosills"'a
01 pubi~ orders MLPF&S. rts aH,llIles. dlraetors. oIIicars. employe.. and employ" tlanefil programs may hive a long or.lhot1 posi1lotlm any secun1laS 0111111 ilSut«S) or in rtlaltd mvntmtnts MLPF&S 0< rts altlllltt. may 1lllm
bme to lime perform Investment bankIng Of other Ht\IICeS tor, 01' soiiclt InVlstnent bankIng or Ofher busnIss from, any entity mentioned In thIS report.

r", re.llrch report IS prepared lor gentflll CIrculatIOn and 1$ C'ltUIaIld tor generat Infonnl1lOn only It dots not IltVll regard" Il\e specific investment ClCjtCtrvtS. tnancllllltUltlOn and Il\e plr1lCular __ 01 any spacmc person
wM ma~ rlCllV' 1M r.port 1",,,lOrs should SHk tmancaladvlCi regardll1Q m.. __ 01 mves'ng ., Illy SfCUntltI 0< ,"vestment IU.S dlScuutd 0< rtCOfnmendtd " ttus report and 'hould u""a"lInd 1111'
SlatemenlS regardmg future prOSptlC1S mlY not PI rtalzed Inv..10<1 shoold~Nt oncome ~Ofn s..",~, ~ Illy, may lIut1llIlf and IIlIttleh saeurily's pra 0< vaklf may nN 0< 1111 Accordingly. ,nv"10<1 may rtc.1Vt
back -ess man onglnaJIy Inyested Past perlormJnct IS not ~sanly • gudl to future performanol

Foreogn currency rates 01 Ikchll\ge may adversely afltc1 tnt value. pnce 0< IllCOII'lf o! any saeurily 0< rtllltd IIlVtI1ntnt _ III this rtpO<t In Iddillan, __ in SfCUntIlIS ,,,,,, os ADRs. -. VIIUII ere rn1Iutnctd
Cy t'le cunency a1lha ."denylng SlCUnty oIlaetJvely assume CIITtney nsl<

74



.r~:7i. Merrill Lynch (ommem Telecommunications./Senice~•

9 February 1998

Danlel P Remgold. CFA
Flfq \']Ce President

! II ~J~ 4-\9-5631
dan:c:_p_reJn~oJd@ mJ.com

\1ark Kastan. CFA
V ICe PresIdent

(1) 2J2 449-3241
markJastan@,ml.com

RCN Corporation
Triple Pia)' Residential CLEC: 3 Revenue
Streams Yet Only 1 Construction Effort

Reason for Report: Initialing Coverage

A CCUl\1ULATE

Long Term
BUY

""rr.: .. \C •• - nprc"cj arc th,'se of the macro depanmem and do not
ne(e~~af:.· ';"(llr:Cldc Witt: tho ...e of [he Fundamental analyst
F-0r 1L! i 1n', ~'~lmenl 0[1nlon defJnllion~. see footnote~

Price: $44

Estimates (Dec) 1997E 1998E 1999E

EPS dS2.50 dS5.81 dS745
PiE 1\1-.1 1\1-.1 NM
EPS Change (YoY I' NM NM

Cash Mo"IShare dS059 dS3.71 dS4.38
Pnce/Cash Flo" . 1\1-.1 NM NM

DJ \Jdend Rate KiJ Kil Nil
DI\Jdend YJeld Kil Nil Nil

ML Industry Weightings & Ratings"

Range' (from 9:19/971 544 3/4-24 7/8
S~ mbol f Exchange. RC,\C/OTC

Options: PSE
[n'iIJutlona! O"nership-Speclrum: 1\A

Investment Highlights:
• Initiating coverage of RCN Corporation (RCN)

with an intermediate term Accumulate and long
term Buy opinion (D·2.1·9).

• Our 12·18 month price obj. of $70,59% upside
from current levels, is based on a sum of the parts
private market valuation including RCN's
US residential CLEC (RCN Telecom, $50/share),
US cable props. ($16/share), & 40% share of a
Mexican CLEC ($2/share). We think RCN will be
attractive to the larger indo players as vertical
integration & consolidation continues.

Fundamental Highlights:
• RCN Telecom, a unit of RCN, is a facilities·based

CLEC targeting high density residential areas
within the NE corridor which we est. to have 25%
of US access Jines and 28 % of US local revenues.
Strong topJine growth expected due to 3 fold rev.
oppt'y (local and long distance voice, cable &
internet) but just 1 construction effort.

• We est. '97 revs. of$I24MM, growing by 74% to
$216MM in '98, reaching $3.8B by '07. We est. '98
EBITDA losses of $32MM, ~ith breakeven by
2H99, and '07 EBITDA margins of 41 %.

• RCN Telecom's network is comprised of fiber to the
node and "Siamese" copper and coaxial cable from
the node to the home allowing scale economies and a
triple revenue opp'ty.

(07-Mar-95)
(07-Mar-95)
(07-Mar-95)
(16-Jan-96)

(24-Dec-96)

D-2-1-9
$1.123./27.8
$1346
3Jx
58'k
KM

Overweight
Cnderweight
Overweight
Overweight

Abo\ e Average

Strateg~: \\ eighting ReI. to Mkt.:
Income'
Gro\'1h:

Income &. Growth'
Capnal Appreciation.

'Iarhet Ana" sis: Technical Rating:

In\estment Opinion'
\Ikl Value Shares OUlstandmg (mn):

Book ValuelShare n\o\-97):
PncefBook Ratio:

LT Liabillt\ '70 of Capital
ESI 5 Year EPS Gro"1h:

Opinion & Financial Data

Stock Data

Stock Performance

Memll Lynch & Co.
Global Securities Research & Economics Group
Global Fundamental Equity Research Department
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We are initiating coverage of RCN Corporation with
an AccumulateIBuy rating. Our price objective is $70,
or 59'70 upside. RCN's key value driver is its residential
CLEC (competitive local exchange canier) subsidiary,
RC~ Telecom. which is well positioned to capture a
valuable slice of the residential telephony and cable TV
(cable) market through product offerings including
telephony. cable and internet services. RCN will focus its
activities in high density urban and suburban areas with
special emphasis placed on apartments or multiple
dwellmg units (MDUs). Service will be provided over
RCN Telecom's own advanced fiber local network with
Siamese coaxial cable (for cable and high speed internet)
and copper wires (for voice).

Company Description: RCN Corp. has three separate
entities: I) RCi\: Telecom. a residential CLEC providing
voice. cable and internet services to highly concentrated
residential markets in the Northeast corridor including: the
greater NY metropolitan area, Boston and Washington
DC: 2) independent cable properties with 184,000
subscribers in NY, NJ. and PA; and, 3) 40% ownership of
Megacable, the first Mexican CLEC venture to compete
against Telmex. the incumbent local provider in Mexico.

1) Residential CLEC (RCN Telecom): The Princeton. NJ
based company's RCN Telecom division is currently the
sole facilities based competitor to the ILEC (incumbent
local exchange carrier) concentrating on residential
customers in its target markets. In order to maximize
returns. RCN Telecom is focusing its network build in
those neighborhoods with the highest density of single
family homes and multiple dwelJing units. Within the
:'\c corridor, we estimate that there are approximately
25\11\1 households. Of the homes and MDUs in the NE
corridor. RCN has already built local facilities capable of
serving 42.000. RCN's early success rate within the
hJghest density MDUs has been very impressive with
penetration rates running over 30% for cable and 20%
for voice in the apartment buildings to which RCN has
marketed.

Rather than wait until a network is in place before selling
services into a market. RCN Telecom also is entering
mto ne", markets through resale of the lLEC s local
services and provision of dial-up internet services
through RCN's recently acquired internet services
providers (lSPs). Erol's. purchased for $85MM with
S35l\L\1 in revenue and 292,000 dial up subscribers and
lTJtranet. purchased for $27MM with S9MM in revenue
and over 30.000 dial up subscribers. These deals bring
with them: I) extensive internet backbone network
infrastructure; 2) an in-place ISP sales and customer
support mfrastrllcture; and. 3) over 320,000 existing
customers who now will be offered RCN's voice
services given a high degree of geographic market
overlap. These customers will be migrated onto RCN
Telecom's facilities once built and marketed cable and
higher speed internet as additional products.

RCN Telecom has established joint ventures with utility
companies and WorldCom for both local dark fiber
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leases and joint local construction providing capital
expenditure savings and right of ways, speed to market,
and the ability to leverage existing customer
relationships. Through these partnerships and joint
builds, RCN Telecom has a 400 route mile network with
2 local telephone switches (]\,ryC and Boston) and
connections to 500 buildings.

2) US Cable Properties: In addition to developing a
residentially-based CUe. RCN also derives revenues
from independent cable properties located in NY. NJ,
and PA. These facilities provide service to an estimated
184,000 subscribers (in addition to an approx. 45.000
wireless cable subscribers in NYC) with a penetration
rate (excluding wireless) of 63% of units passed. in line
with industry averages. RCN has extensive experience
entering the market as a competitive cable company
(in competition with the incumbent) as a result of its
Allentown. PA property which was the first cable
overbuild in the US ~d in which RCN now has an
approximate 50'70 market share. Most of these properties
will eventually be upgraded by RCN Telecom and will
also be eligible for voice and high speed internet
services.

3) Megacable (Mexican CLEC): RCN has a 40'70
ownership in Megacable. Mexico's second-largest cable
provider with CLEC status in Mexico City, Monterey,
and Guadalajara. Megacable has begun to offer internet
service through cable modems in Guadalajara and plans
to begin providing telephony services in Mexico City in
lQ98. Through Megacable. RCN will be offering the
fIrst local telephone alternative to Telmex, the formerly
state-owned telephone monopoly.

RCN Telecom Value Drivers

Value Driver #1: Selling a bundled telecom package:
RCN' s strategy is to offer a competitively priced bundled
service package including local and long distance voice,
cable. and internet services - all on one bill - to
residential customers with service to be provided via a
state-of-the-art network with facilities construction
concentrated in high density areas. Our forecast assumes
that by '07: 1) RCN will have built facilities capable of
furnishing its bundled service package to 33'70 of homes
within its target markets; 2) on-net penetration rates (of
built-to homes) will reach 2SC7c for both voice and cable
and 15% for internet; 3) the "average" customer will
subscribe to 2.1 services from RCN; and, 4) total
penetration of homes (adjusted for homes taking more than
one service) will reach 11.3'70 (see Table I below).

An important side benefit from this "bundled" strategy is
that the company should enjoy significant marketing, sales

force and network efficiencies. As RCN will clearly be one
of the first to market with such a comprehensive group of
services, another key advantage should be realized ­
namely reduced customer chum. Nevertheless, we forecast
annual customer chum rates of 15% in '98, growing to
18% in '99 through '07.



Voice sen'ices: RC~ Telecom offers voice services
pro\ lded oYer its own network and through resale of ILEC
facllltleS prior to the building of facilities. We forecast
RC' Telecom local sales, including both facilities-based
and resale \\ ill penetrate 0.2'7c of homes in its markets in
'%.08'-( In '99. 1.8'7c in '00. increasing to 9.7'7c by '07. Of
the customers subscribing to local service, we predict that
50" will also purchase RCN's long distance service in '98
increasing to 7Y7, by '07. We forecast that per line revenues
for local \ oice service will be $31 in '98 or an approx.
15-20<::( discount vs. ILEC pricing. Over the forecast period,
we estimate that this discount will narrow to just 5'K by '07.
Long distance revenues per lille are forecast to decline by
aS" annually over the forecast period from the $20 level in
'98 We also estimate revenues from small business
customers located adjacent to RCI\' Telecom's network
equal to 3'7( of residential voice revenues in '98, increasing
to I O(~ from '0 J to '07.

Cable serrices: RCN Telecom offers basic and premium
cable senices to customers over its advanced fiber
network and existing wireless and coaxial networks. We
es1Jmale RC' Telecom cable sales will penetrate 0.1 'K of
homes in its markets in '98. OA'K in '99, 0.9'K in '00,
increasing to 8.2SC by '07. We forecast that per subscriber
monthly rnenue for basic and premium sen'ices will
a\Crage $36 in '98 (a 20c;:( discount to average industry
rate, I increasing by 2'7c annually to $43 by '07.

Internet sen-ices: RC;,\ Telecom offers its customers a
choice bet\\een high speed Internet access through cable
modems for \_hich it is charging $45 per mo. and lower
cost dial-up sen ice for 520 per mo. The high speed
internet sen Ice will be delivered via cable modems and is
up to 200\ faster than dial up. We estimate RCN Telecom
internet sales \_ ill penetrate 0.1 Ck of homes in its markets
in ·9~. 0.3" In '99. growmg to 5.59c by '07.

,"aluE' Driwr #1: Targeting high densit)·, residential
customers in thE' greater NY, Boston and Washington
DC areas. RC, Telecom IS targeting the greater NY.
Boston. and DC metropolitan areas within the NE corridor.
a ccrndor we eSllmate includes 25'7c of total homes in the
l'S,2" millJon homes and 28'7, of total US local telecom
re\enues i. Of the 25 million addressable homes within the
~L comdor. RC;,\ is "cherry picking" via a focused network
deployment strategy and target marketing oriented towards
tht: high denslt~ Iwith a concentration on MDUs). high
usage neighborhoods. Marketing of RCN's services in high
denslly areas IS central to the company's economic mooe] of
seiling mulllple on-net services. To this point, we note the
lllgh densit~ le\els (measured in homes passed per linear
mile I in key RC;,\ Telecom markets such as Manhattan of
3.000. Boston of 1.000 and other markets targeted for
consLruction b~ '00 averaging weIl over 150. These density
statistics contrast sharply with national averages of 40-42
homes per passed mile (from cable industry statistics) and
serw to lllghlight RCN' s advantage.

KL J'\, Lorporauon - 'I reOfua':- J'I'I"

Value Driver #3: Form strategic alliances to speed
network de\'elopment and customer acquisition. RCN
Telecom has formed strategic partnerships with the main
utility companies for both Boston and Washington DC and
with WorldCom for access to local networks in NYC and
Boston. Through the joint ventures. RCN Telecom has
access to over 550 route miles of fiber and potential access
(via joint marketing initiatives etc.) to 1.3 million utility
customers. The joint venture partners should contribute
approx. $150 million in capital over the next 3 years and
will allow RCN Telecom to jointly pursue fiber builds
thereby lowering network deployment costs.

Value Driver #4: Strong and credible management
team: RCN Corps's executive team is led by Chairman
and CEO, David McCourt. a current Director of
WorldCom. past director of MFS and early CLEC industry
pioneer. Also supporting RCN Corp.'s development efforts
is its majority shareholder, Peter Kiewit Sons' Inc. (PKS).
the founder of MFS Commumications. Through the
experience with MFS. both Mr. McCourt and PKS are
skilled in constructing facilities. targeting market share
gains, and obtaining high values for shareholders upon sale
of the company as evidenced by MFS' sale to WorldCom
in '96 for $13B.

Financial Projections: We are estimating that RCN
Telecom will take a combined I 1.3'K share of the total
homes resident within its target markets by '07,

Table 1: Addressable Market Calculation

(In millions) 1998E 2001 E 2004E 2001£

A Total Homes In Market 25.3 26.0 26.8 27.6

B Homes Passed By Network 03 2.5 58 91

C (B/Ai % Homes Bum To 1.2% 9.9~0 21.7.... 32.9%

o (Ax3) Potential Total Srvc Connects' 75.8 780 804 82.8

E (Bx3i Potential On-Net Srvc 09 7.7 17.5 27.2
Connects'
Penetration of On-Net Service Connects

F Voice (on·net only) 10% 19% 24% 25%

G Cable 10% 19% 24% 25%

H Intemet (on·net only) 4% 11% 14% 15%

Resale Services As % of Total Connects
Resale Voice 50% 45% 300' 15%10

Resale Intemet 50% 30% 16% 10%

Implied Penetration' of Total Homes"
K (BxF/(H))/A Voice (resale and on-net) 0.2% 2.8% 7.4% 9.7%

L (BxGj/A Cable 0.1% 1.8% 5.2"10 8.2"k
M (BxHi(1-J))/A Intemet (resale and on·net) 0.1% 1.5% 3.6% 5.5%
N(assmpt.j Avg. Connects Per 2.02 2.06 2.07 2.08

Customer'''
o (K..L..MjtN Implied Penetration of Total 0.2% 30% 7.8% 11.3%

Homes

• Assumes 3potential services· voice, Cable, and intemet
- Assumes chum rates for connectIOns of 0% tor '98, 15% for '01, and 18% for '04

.nd '07
_. Average connections per customer assumes 2connections 8ICh (voice.nd cable)

for all customers plus afractional number of intemet connections based upon
penetranon rates

Source: Merrill Lynch estimates
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Table ~ belo\\ details our financial forecast for RCN Corp.
We forecast revenues for RCN Corp. of $124 million in
'97, increasing by 740C in '98 to $216 million. reaching
53.8 btllion by '07. with a 10 year CAGR of 41 %. We
estlmate that RCN Telecom comprises 13% of total
revenues in '98. increasing to 96o/c by '07.

We forecast RCN Corp. EBITDA losses of $36 million in
'98. with EBITDA approx. breakeven in 2H99. reaching
$1.6 billion or 41o/c of revenues by '07. Capital
expenditures are estimated at $285 million for '98 with
spending expected to ramp up to the $1 billion level by '01
and then holding that approximate pace for the balance of
the forecast period. Capital expenditures are comprised of
two components: I) Fixed network deployment which we
estimate at 5900 per home passed in '98 dropping to $780
by '07 or a 1.50'c average annual decline which we expect
to be fueled by modest equipment purchasing efficiencies;
and. 2) Variable costs to hook up a customer's service
which we estimate at $250 per connection in '98. peaking
at S300/connection in '00 with the introduction of high
speed (and costly) internet modems and then declining
2.60'c annually through '07 to $260/connection. aided by
slight increases in average connectionslhome and
equipment purchasing efficiencies.

~MerrillLynch

Megacable. the Mexico CLEC venture. We use a private
market value based price objective because we believe that
RCN, along with many other CLECs. likely will become
part of larger vertically integrated telecom companies over
time as all the larger players move to offer an array of voice.
internet, and entertainment services.

Table 3: Valuation of RCN's Largest SUbsidiary:
RCNTelecom

YE '98 YE '99 YE '00
Discount rate t5% t5% 15~o

Terminal Multiple 10.0x 1O.OX 10. Ox
'99-'07 '00-'07 '01·'07

PV of unlevered FCF ($2.030) {$1.911) ($1.519)
PV of term value 4.2n 4.919 5.657
JV Adjustment 80% 80% . 80%
Enterprise Value 1.787 2.392 3338
Net Debt 265 686 1.420
Private Mar'Ket Value· Equity 1.522 1705 1.917
Shares OIS . fully diluted 30.2 309 315
Private Mid Value Per share 550.31 555.28 560.93

Source Menill Lynch eSbmates

Table 2: RCN Corp. Financial Forecast

1998 1999 2002 2004 2007

Table 4: Sum of the Parts Valuation' RCN Corp.
Private Market Value

RSlenues
E81TDA
Margin

Cap Exp
Free Cash Flow

2159 3369 1.377.2
(357) (32) 404.3

NM NM 294%
2854 4266 1096.0

(3951) (5603) (1.1286)

2.3276
8422

36.2%
1.050.7
(878.1)

3.7951
1.5605
41.1%
9387

(328.0)

Per Share Value
RCN Telecom
Independent Cable
Megacable (Mexican CLEC)
Combined Per Share Valuation

YE '98
$50.31
$15.70
$189

567.90

YE '99
$55.28
$15.88

R.H
573.30

YE '00
$60.93
$15.99

~
S79.16

12-18 Month P:\IV Price Objective of $70: Our price
objective (see Tables 3 & 4 below for derivation) is based
on a sum of the parts valuation including: a) our IO-year
DCF model for RCN Telecom. using a 15% discount rate.
10.Ox terminal EBITDA multiple. no public to private
dIscount and a 209c discount to reflect minority ownership
in RCN Telecom by its partners; b) 11.0x '99 EBITDA of
$43.2!vL'\1 for the independent cable properties (our estimate
of current pnvate market valuation levels). and; c) 11.0x '99
EBITDA of S13f\.1M (adjusted to account for 40%
ownership) for

Source Menill Lynch estimates

Merrill Lynch is currently acting as a financial advisor and has rendered a
fairness opinion to RCN Corporation in connection with its proposed
acquisition of Erol's. which was announced on January 21. 1998. RCN
Corporation has agreed to pay a fee to Merrill Lynch for its financial
advisory services. a significant ponion of which is contingent upon the
consummation of the proposed transaction.
This research repon is not intended to (I) provide voting advice. (2) serve
as an endorsement of the proposed transaction. or (3) result in the
procurement. withholding. or revocation of a proxy.
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reg,iated by SFA and has been considered and ISSued '" Austraha by Mtmll _ynch EQul!lls IAuslraJll) Ltm'*l (ACN 006 276 795). alcensed secunllts dlaltr undl! lhI Austrailln Co<poraltOtlS Law The ",formallOn here,o wLS
ootall">FJ<j from vano\JS sources. w! do not guaran. Its accuracy or completeness AddI'bOflaI rnformaton 1V.1abIe

Neltl'1er the Il"forl"'\lbOn !"lOr any opInion expressed constitutes an offe~ Of an in\lrtabOn 10 make an offer, ID buy ~ Sill any IIQJrities or .ny OPtIOns, tutui'll 01 O'Ihtr del1¥.lwas related 10 sueh NCUntilS ("relaled Investments")
M,'F&S anc I~S aff"al" may lrade for the" "'*" aceounl< as odd·1ot dea",. ma"e' maker. bIoCI: pes_r 1!*Il1ls1l1\dior arbtngtLl ,n any secunlltS of th~ lSSue,(S) 01 '" relallOln,..tmel11S. and may be OIl"" oppes•• side
0' 'vt>,~ o,oe" MLPF&S ,ts aHlhalts d<OC1OfS olflc.".•mploy_anaemploytt btnetrt progr_ may ha¥e along 01 ShOll posmon '" any steLl"" ofltlls lSSue~S) CJ ,n related ,n'.stments. MLPF&S or I1S Iffiltalls may from
bme 10 time perlorm lrl\lestnent bankrng or othtr S8fVlCIS tor 04' solicit Investment bankll"JQ or other bUSiness f,on1. any .nbty menbOned In thl$ report.

This fesear:;ll 'epon ~ prepared tor gen.ral '''Culallon ana ~ crculaled tor generallrrtorTna1lOll OC\1y. 11 doeS. not til.. 'egarO to lhI specific ,n'estmenl ClbifC1I';. ~nanclll srtualion and Iht parbcular _ of a"Y specrt~ PI""n
wno may recel\le m~ ropor!. InveslO1' sho,1d seek WIlCIII adVlCt rogarOlllg lhIlPll_'*S oflnvestJng In any stCUnbtS CJ Ill'.tmenl straltgttS diSCUssed or r«ommended In th~ repon and should unde"lIna lhIl
'lalomem. 'ogarOlllg fulure prospec!S may nol be r.allZed Investors should nOlt lh41lncome from such steLllbtS. Wany. may HUClulIt and lllaltlch SlCLIlly. pnca or value may nSf or tall Acoord"'gly. m,esllJS may rtctlVt
back less than OrlQlnal~' IIWested, PaSl ptrtonnara IS not necessarily a gUide to tutur. pertormara

Fo'e".n currency 'altS 01 exchange may ectv.rstly atftc1lh1 ,alue. prICe or ncome of Illy SlCLIlly or rtlaled ....-men_ in 1tI~ rlllO/t In acldmon. inIIeS1cr11ll securillts such as ADA•. whole 'alues are Influenced
by the ci,.l'Tency 01 me undertylng securrTy eftec1l'vely assume c\lTency nsk.
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Teligent Inc.
Recent Weakness Creates Opportunit),;
Network Roll Out On Track

Reason for Report: Company Update

ACCUl\fULATE*

Long Term
BUY

Price: $30

Estimates (Dec) 1996A 1997A 1998E

EPS: NA NM dS3.47
PiE: !'.1-1 NM NM
EPS Change IYoYI NM NM
Consensus EPS dS2.94 dS3.55

{Firs! Call I2-Mar-98 I

Cash Flo,,;Share NA NM dS3.29
Pnce/Cash Flo" . NM NM NM

Dividend Rate: Nil Nil Nil
DJ\ldend YIeld: Nil Nil Nil

Opinion & Financial Data

Investment Highlights:
• Reiterating our intermediate term Accumulate

and long term Buy opinion on TeJigent.

• 12-18 month private market value-based price
objective remains at $37 or 23% upside from
current prices. Our private market value
estimate is based on our 10 year discounted
cash Dow (DCF) model, a 15% discount rate
and 9.0 multiple on terminal year EBITDA,
and no public market discount.

Investment Opinion: 0-2-1-9
Mkt Value i Shares Outstanding (mn) SI.620.0; 54

Pnee-'Book Ratio J','M

LT l.labillty C;C of Capital 57.W

Steel--: Da:a

52-Week Range: S35 3/8-S22 1/4
Symbol/Exchange: TGNT / OTC

Options: None
Inst:lutionaIOwnership-Spectrum' 21.3'k

Broker> Co\enng (FIrst Call) 3

r: _ Inc.;stry Weighlings & Ratings"

Strateg~ : \\eighting Rei. to Mkt.:
Income: Overweight
Gro"1h Underweight

Income & Grow1h: Overweight
Capnal AppreciatIOn: Overweight

'\Iarket Anal~sis: Technical Rating: Above Average

(07-Mar-95)
(07-Mar-95)
(07-Mar-95)
(l6-Jan-96)

(24-Dec-96)

Fundamental Highlights:
• Network deployment efforts remain on track

for 3 commercial networks in service by mid­
year, with a total of 10 by year-end '98 and an
additional 20 by year-end '99.

• Recent company announcements concerning
progress towards commercial service roUout
bolsters confidence that deployment schedule
is on track.

']mermedi ate term opinion last changed on 18-Dec-97.
"The I Ie'., expressed are those of the macro department and do not
necessan!1 c0Jn"ce v. Jlh wo,e of the Fundamental analyst.
For h.:lJ lr,\ ~~tmenl opinion defmlllOns. ~e footnotes
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